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I HAVE CHOSEN TO SPEAK TO YOU THIS AFTERNOON ON A TOPIC
WHICH HAS BEEN DISCUSSED FREQUENTLY AT COMMISSION MEETINGS
SINCE | BECAME A COMMISSIONER--THE MATERIALITY OF MANAGEMENT
INTEGRITY TO DECISION MAKING BY INVESTORS AND STOCKHOLDERS.
THIS TOPIC CAN BE DISCUSSED IN A VARIETY OF CONTEXTS. FoR
EXAMPLE, MANAGEMENT INTEGRITY HAS BEEN A RELEVANT CONSIDERA-
TION IN SOME RECENT ENFORCEMENT CASES AS WELL AS A TOPIC OF
DIScusSION IN THE CommissioN's CORPORATE GOVERNANCE HEARINGS
HELD DURING THE PAST YEAR AND THE RULEMAKING PROCEEDINGS
WHICH HAVE EVOLVED FROM THOSE HEARINGS.

INTEGRITY, LIKE OTHER ETHICAL QUALITIES, IS DIFFICULT
TO DEFINE OR LEGISLATE INTO EXISTENCE. FURTHER, THE FEDERAL
SECURITIES LAWS DO NOT GENERALLY REGULATE THE RELATIONS
BETWEEN OFFICERS, DIRECTORS AND STOCKHOLDERS. ACCORDINGLY,
| HAVE PLACED THE TOPIC OF MANAGEMENT INTEGRITY IN ITS
SECURITIES LAW OBVERSE -- NAMELY, MANAGEMENT FRAUD,
REGULATION IS OFTEN BETTER, FROM BOTH A LEGAL AND A POLICY
PERSPECTIVE, IF STANDARDS ARE ESTABLISHED BY STATING WHAT
IS PROHIBITED, NEVERTHELESS, IT IS ALWAYS DESIRABLE TO
ENGAGE IN SUCH STANDARD SETTING WITH REFERENCE TO BASIC
PRINCIPLES.
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IN THE CASE OF MANAGEMENT INTEGRITY, IT SEEMS TO ME
THAT THE BASIC PRINCIPLE INVOLVED IS THE PROPER RESOLUTION
OF CONFLICTS OF INTEREST BETWEEN A MANAGER OF CAPITAL AND
THE INVESTOR WHO HAS TURNED OVER THAT CAPITAL FOR MANAGEMENT.
THE ESSENTIAL LEGAL PRINCIPLES BY WHICH A MANAGER OF CAPITAL
1S JUDGED AND HELD ACCOUNTABLE PRE-DATE THE FEDERAL SECURITIES
LAWS. IN THE cASE OF MEINHARD V., SALMON, 1/ THE HIGHEST
COURT OF THE STATE oF NEw YORK WAS PRESENTED WITH THE
FOLLOWING FACTS:

In 1902, MR. SALMON, A REAL ESTATE OPERATOR, AND IR,
MEINHARD, A WOOLEN MERCHANT, FORMED A JOINT VENTURE TO LEASE,
ALTER AND OPERATE THE oLD BrisToL HoTEL IN NEw York CiTY,
THEY AGREED THAT MR. SALMON WOULD MANAGE THE PROPERTY.

TWENTY YEARS LATER, WHEN THE LEASE WAS ABOUT TO EXPIRE, THE
LANDLORD PROPOSED THAT MR. SALMON, THE MANAGER, RENEW THE
LEASE ON THE PROPERTY, DEMOLISH THE HOTEL AND BUILD A NEW,
LARGER BUILDING ON THAT LAND AND SEVERAL ADJOINING PARCELS,
SHORTLY THEREAFTER, MR. SALMON, WHO HAD NOT ToLD MR. MEINHARD
ANYTHING ABOUT THE PROPOSAL, SIGNED THE NEW LEASE ONLY ON

HIS OWN BEHALF. ABOUT THREE WEEKS LATER, MR. MEINHARD
LEARNED OF THE AGREEMENT AND--AS IS THE WONT OF DISAPPOINTED
INVESTORS--TOOK THE MATTER TO COURT.

1/ 249 N.Y. 458, 164 N.E. 545 (1928).
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CHier Jupee BenJamIN N. CARDOZO ANALYZED THE DUTY WHICH

THE MANAGING PARTNER OWED TO HIS PARTNER, WHO WAS A PASSIVE

INVESTOR, IN WORDS WHICH HAVE FREQUENTLY BEEN CITED IN

SECURITIES LAW CASES UNDER THE STATUTES WHICH THE SEC

ADMINISTERS:

MANY FORMS OF CONDUCT PERMISSIBLE IN A WORKADAY
WORLD FOR THOSE ACTING AT ARM' S LENGTH, ARE FOR-
BIDDEN 7O THOSE BOUND BY FIDUCIARY TIES.

"TRUSTEE IS HELD TO SOMETHING STRICTER THAN THE

MORALS OF THE MARKETPLACE. NOT HONESTY ALONE,
BUT THE PUNCTILIO OF AN HONOR THE MOST SENSITIVE,
IS THEN THE STANDARD OF BEHAVIOR. 2/ -

IN HIS THOUGHTFUL BOOK CONSIDERING THE OVERLAP BETWEEN

LEGAL QUESTIONS AND MORAL QUESTIONS IN AMERICAN LAW,

THE MoraL Decision, EpmMonND CAHN ANALYZES THE MEINHARD V.

SALMON CASE AS A DEMONSTRATION OF THE MORAL AND LEGAL VALUE

OF LOYALTY. HE STATES THAT:

LOYALTY - EVEN ON THE LEVEL OF COMMERCIAL

AFFAIRS - BEARS A SPECIAL BEAUTY OF ITS OWN

TO WHICH MEN ARE IRRESISTIBLY DRAWN, -FOR THE
EXAMPLE OF A FAITHFUL TRUSTEE REMINDS US THAT
RAPACIOUSNESS AND INSENSIBILITY DO NOT NECES-
SARILY MAKE UP THE FINAL SUM OF HUMAN CHARACTER. 3/

ON A LESS OPTIMISTIC NOTE, CAHN WRITES THAT:
THE PROBLEM OF ASSESSING LOYALTIES IS THEREFORE
ONE OF THE MOST ACUTE IN MODERN ECONOMIC LIFE, AND
VERY FEW POWERFUL MANAGERS SFEM TO MEET IT WITH
WISDOM, 4

2/ Ip, AT 546,

3/ CaHN, THe MoraL Decision 153 (Inprana UNIVERSITY Press 1959). ;

4/ Ip. at 151,
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IN THE POST-INDUSTRIAL SOCIETY IN WHICH WE LIVE
THERE IS SOME QUESTION AS TO WHETHER MANAGEMENT HIRES
CAPITAL OR CAPITAL HIRES MANAGEMENT. THE CORPORATE WORLD
LIKE THE REST OF SOCIETY SUFFERS FROM A DEHUMANIZATION WHICH
ENCOURAGES RAPACIOUSNESS AND INSENSIBILITY RATHER THAN
FAITHFULNESS. JUDGES AND LAWMAKERS THEREFORE FIND THE
STRUGGLE TO TEST LEGAL STANDARDS BY MORAL PRINCIPLES
DIFFICULT. AND, THERE IS SOME QUESTION WHETHER A REGULATORY
AGENCY SHOULD ATTEMPT TO IMPOSE MORAL STANDARDS ON BUSINESS
ENTERPRISES.

ONE TRENCHENT CRITIC OF THE SEC HAS CRITICIZED THE
CoMMISSION'S EFFORTS TO PREVENT AND SUPPRESS MANAGEMENT
FRAUD AS AN INVOCATION OF MORAL RATHER THAN LEGAL MATERIALITY. 5/
WHILE I BELIEVE THAT MORAL STANDARDS ARE AN IMPORTANT GUIDE
FOR REGULATORS, [ ALSO BELIEVE THAT GOVERNMENT REGULATION OF
BUSINESS CONDUCT MUST BE BASED ON OBJECTIVE LEGAL STANDARDS.
AccorDINGLY, THE COMMISSION’S POLICIES AND PROGRAMS
CONCERNING MANAGEMENT INTEGRITY AND MANAGEMENT FRAUD MUST BE
DEFENDED BY STANDARDS OF MATERIALITY CONTAINED IN THE
FEDERAL SECURITIES LAWS--OR THEY ARE INDEFENSIBLE.

5/ Kripke, "WHERE ARE WE ON SECURITIES DIscLOSURE AFTER

THE ADVISORY Comm1TTEE ReporT?” 6 Sec. Rec. L. J. 99
(1978). hs 9BLISHED AT 2 J. ACCOUNTING, AUDITING
& FINANCE b (1978),
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ALTHOUGH THE MATERIALITY OF MANAGEMENT INTEGRITY UNDER
THE FEDERAL SECURITIES LAWS RECENTLY HAS BEEN THE SUBJECT OF
CONTROVERSY, THE SIGNIFICANCE OF MANAGEMENT INTEGRITY TO
INVESTORS AND STOCKHOLDERS IS NOT NEW. THE COMMISSION IN
THE FRANCHARD CASE, ITS FIRST MANAGEMENT INTEGRITY CASE,
DECIDED ALMOST FIFTEEN YEARS AGO, DEFINED THAT CONCEPT AS
MANAGEMENT'S “WILLINGNESS TO PLACE ITS DUTY TO PUBLIC
SHAREHOLDERS OVER PERSONAL INTEREST.” 6/ THUS, THE MORAL
AND LEGAL VALUE OF LOYALTY THAT WAS THE BASIS FOR THE ANALYSIS
OF COMMON LAW PARTNERSHIP DUTIES BY JUDGE CARD0OZO IN MEINHARD
V. SALMON, ALSO HAS BEEN THE BASIS FOR MANAGEMENT INTEGRITY,
AS A TERM OF ART UNDER THE FEDERAL SECURITIES LAWS., IN OTHER
WORDS, THE DUTY OF LOYALTY THAT CARDOZO FOUND IN THE TWwO-
PERSON PARTNERSHIP HAS BEEN RECOGNIZED TO APPLY TO THE
MODERN CORPORATION. ALTHOUGH THE TERM "MANAGEMENT INTEGRITY”
IS SOMETIMES USED MORE BROADLY OR COLLOQUIALLY, IT SEEMS TO
ME THAT THE FRANCHARD CASE DEFINITION IS A GOOD PREDICATE
FOR ESTABLISHING A STANDARD PROHIBITING MANAGEMENT FRAUD.
ACCORDINGLY, INFORMATION RELATING TO A LACK OF INTEGRITY
IN THE RESOLUTION OF CONFLICTS OF INTERESTS BY AN ISSUER'S
MANAGEMENT IS AN APPROPRIATE SUBJECT FOR DISCLOSURE, IT Is
THE REASONABLE EXPECTATION OF PUBLIC INVESTORS THAT MANAGEMENT
WILL BE LOYAL TO THEIR INTERESTS. OF COURSE, INVESTORS
SHOULD EXPECT MANAGEMENT TO PROSPER WITH THE CORPORATION,
BuT, THEY ARE ENTITLED TO EXPECT THAT MANAGEMENT WILL
NOT PROSPER AT THE EXPENSE OF THE CORPORATION. WHERE

&/ FrRaNcHARD CorPORATION, 42 SEC 163,170 (1964),
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MANAGEMENT HAS MATERIALLY BREACHED ITS DUTY OF LOYALTY--FOR

AN EXTREME EXAMPLE, BY MISAPPROPRIATION OF CORPORATE FUNDS

FOR PERSONAL USE--INVESTORS HAVE THE RIGHT TO KNOW THAT

THEIR EXPECTATIONS HAVE BEEN DISAPPOINTED., [HE DISAPPOINTMENT
OF REASONABLE INVESTOR OR SHAREHOLDER EXPECTATIONS IS CRUCIAL
TO AN ANALYSIS OF MANAGEMENT INTEGRITY UNDER THE FEDERAL
SECURITIES LAWS BECAUSE OF THE ELEMENT OF DECEPTION REQUIRED

FOR FRAUD CASES.

I RECOGNIZE THAT THE FIDUCIARY STANDARDS, AGAINST WHICH
INVESTORS' EXPECTATIONS OF LOYALTY ARE MEASURED, DO NOT
NECESSARILY ARISE UNDER THE FEDERAL SECURITIES LAWS. THE
UNiTED STATES SUPREME COURT IN SANTA FE v. GREEN, 7/
ESSENTIALLY HELD THAT AT LEAST ONE CRITICAL ASPECT OF THE
FIDUCIARY RELATIONSHIP BETWEEN MANAGEMENT AND SHAREHOLDERS --
THE DUTY TO DEAL FAIRLY ~- IS NOT FOUND IN SecTioN 10(B) oF
THE SECURITIES ExcHANGE AcT oR RuLe 10B-5 THEREUNDER.
NEVERTHELESS, THE LEGISLATIVE HISTORIES OF THE SECURITIES
AcT AND THE EXCHANGE ACT ARE REPLETE WITH REFERENCES TO
TRUSTEESHIP AND FIDUCIARY OBLIGATIONS, FOR EXAMPLE, ONE
VERY SIGNIFICANT INTENT OF THESE LAWS IS "THAT ALL THOSE
RESPONSIBLE FOR STATEMENTS UPON THE FACE OF WHICH THE
PUBLIC IS SOLICITED TO INVEST ITS MONEY SHALL BE HELD TO
STANDARDS LIKE THOSE IMPOSED BY LAW UPON A FIDUCIARY.” 8/

7/ 430 U.S. 462 (1977).
8/ H.R, Rep. 85, 73rp Cong., 1sT Sess. 5 (1933),
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SANTA FE v. GREEN PROBABLY MANDATES THE CONCLUSION THAT
THESE STANDARDS REFER TO THE REQUIREMENTS OF FULL
DISCLOSURE, RATHER THAN THE OBLIGATIONS OF FAIR DEALING THAT
ARE IMPOSED UPON THE COMMON LAW FIDUCIARY OR UPON MANAGEMENT
BY STATE CORPORATION LAW.

THE GREEN DECISION DOES NOT MEAN THAT CONTROLLING
PERSONS ARE RELIEVED FROM DISCLOSING TRANSACTIONS IN WHICH
THEY HAVE OVERREACHED THE MINORITY. FOR EXAMPLE,

THE SECoND CIRCUIT IN A CASE DECIDED AFTER GREEN, GOLDBERG
V. MERIDOR, 9/ HELD THAT RULE 10B-5 COVERS A PARENT CORPORATION'S

UNDISCLOSED OR MISLEADING SALE OF ITS OVERVALUED ASSETS FOR:
STOCK OF A CONTROLLED SUBSIDIARY WITH SECURITIES IN THE

HANDS OF THE PUBLIC. THUS, THE SECURITIES LAWS PROHIBIT _
DECEPTIVE FAILURES TO DISCLOSE MATERIAL CONFLICTS OF INTEREST.
BuT, ASSUMING SUCH DISCLOSURE, QUESTIONS REGARDING THE
FAIRNESS OF TRANSACTIONS MUST BE RESOLVEDVBY STATE LAW,.

9/ 567 F.2p 209 (20 Cir. 1977).




BECAUSE OF THIS INTERACTION BETWEEN THE ANTI-FRAUD
PROVISIONS OF THE SECURITIES LAWS AND STATE LAW, THE
COMMISSION REALISTICALLY HAS THE POWER UNDER ITS DISCLOSURE
PROVISIONS TO INDIRECTLY AFFECT CORPORATE CONDUCT. THIS
POWER EXISTS BECAUSE THE COMMISSION, BY REQUIRING DISCLOSURE
OF PRACTICES THAT WOULD RESULT IN ADVERSE PUBLICITY, CAN
EFFECTIVELY CAUSE THOSE PRACTICES TO BE TERMINATED. WHETHER
AND TO WHAT EXTENT THE COMMISSION SHOULD USE THIS POWER IS
PROBABLY MORE A QUESTION OF POLICY THAN LAW,

ALTHOUGH LEGISLATIVE HISTORY OF THE SECURITIES AcCT
DOES NOT REFLECT THE REGULATORY CONSEQUENCES INHERENT IN
REQUIRING FULL DISCLOSURE OF MANAGEMENT'S CONFLICTING
INTERESTS VIS-A-VIS THE CORPORATE ISSUER, THESE RESULTS WERE
OBVIOUSLY APPRECIATED BY THAT LAW'S SOPHISTICATED DRAFTSMEN,
FELIX FRANKFURTER, THE MOST NOTED OF THESE DRAFTSMEN, WROTE
SHORTLY AFTER THE SECURITIES ACT’'S ENACTMENT --
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THE EXISTENCE OF BONUSES, OF EXCESSIVE COMMISSIONS

AND SALARIES, OF PREFERENTIAL LISTS AND THE LIKE,

MAY ALL BE OPEN SECRETS AMONG THE KNOWING, BUT

THE KNOWING ARE FEW. THERE IS A SHRINKING QUALITY

TO SUCH TRANSACTIONS: TO FORCE KNOWLEDGE OF THEM

INTO THE OPEN IS LARGELY TO RESTRAIN THEIR

HAPPENING. MANY PRACTICES SAFELY PURSUED IN

PRIVATE LOSE THEIR JUSTIFICATION IN PUBLIC. THUS,

SOCIAL STANDARDS NEWLY DEFINED GRADUALLY ESTABLISH

THEMSELVES AS NEW BUSINESS HABITS. 10.

[TIS NOT SURPRISING THAT THE FRAMERS OF THE FEDERAL
SECURITIES LAWS PLACED SUCH GREAT EMPHASIS ON THE OBLIGATIONS
OF FULL DISCLOSURE. AMONG THEIR RANKS WERE ADMIRERS OF
JUSTICE Louis BRANDEIS, WHO BELIEVED THAT INFORMED INVESTORS
WOULD REVOLT AGAINST OVERREACHING PROMOTERS WITH WHAT HE
CALLED A "STRIKE OF CAPITAL"” --THE PUBLIC'S REFUSAL T0
PURCHASE THEIR SECURITIES. JUSTICE BRANDEIS, IN HIS CLASSIC
wORK, OTHER PEoPLE's MONEY, ARGUED THAT DISCLOSURE REQUIREMENTS
COULD HAVE REGULATORY CONSEQUENCES WHEN HE WROTE --

PUBLICITY IS JUSTLY COMMENDED AS A REMEDY FOR

SOCIAL AND INDUSTRIAL DISEASES. SUNLIGHT IS

SAID TO BE THE BEST OF DISINFECTANTS; ELECTRIC

LIGHT THE MOST EFFICIENT POLICEMAN. 11/

WHILE | BELIEVE THAT BRANDEIS' ANALYSIS WAS CORRECT, IN

OUR MODERN, COMPLEX POLITICAL ECONOMY, THE PENALTIES IMPOSED
UPON THE ISSUER BECAUSE OF DISCLOSED ERRANT BEHAVIOR

MAY EXTEND BEYOND A BRANDEISIAN “STRIKE OF CAPITAL” TO

FAR-REACHING POLITICAL AND CONSUMER RESPONSES.

0 ANKFURTER, THE FEDERAL SECURITIES AcT:II,
w E%RTUNE (AucusT, 19 %) 53, 55

11/ Branpels,”0THER PeopLE's Money” 92 (1932 Ep.)
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A CONCERN OVER THESE CONTINUING SIGNIFICANT REGULATORY
CONSEQUENCES OF DISCLOSURE POLICY WAS ADDRESSED BY THE
COMMISSION'S DISTINGUISHED ADVISORY CoMMITTEE ON CORPORATE
DisCLOSURE, IT REPORTED THAT --

THE PREVENTION OF FRAUD AND THE ALTERING OF

CORPORATE CONDUCT ARE NECESSARY CONSEQUENCES OF

DISCLOSURE' AS A REGULATORY TECHNIQUE. THIS

EFFECT OF THE DISCLOSURE CONCEPT IS ONE REASON

IT WAS CHOSEN AS THE MEANS TO PROTECT INVESTORS,

CERTAINLY DISCLOSURE STILL HAS THIS EFFECT AND

PURPOSE, AND THE COMMITTEE BELIEVES IT DESIRABLE,

NONETHELESS, THE COMMITTEE DOES NOT BELIEVE THAT

DISCLOSURE REQUIREMENTS SHOULD BE IMPOSED, REGARD-

LESS OF THE MATERIALITY OF THE INFORMATION TO BE

ELICITED, BECAUSE OF THE EFFECT THEY WILL HAVE ON

CORPORATE CONDUCT. IF THE COMMISSION SEES THE NEED

TO DIRECTLY REGULATE CORPORATE CONDUCT, IT SHOULD

REQUEST CONGRESS TO AUTHORIZE IT TO DO SO AND SHOULD

NOT DO SO THROUGH REQUIRING DISCLOSURE OF IMMATERIAL
INFORMATION, 12/

THE COMMITTEE RECOMMENDED THAT THE COMMISSION CONSIDER
A STATEMENT OF OBJECTIVES WHICH, IN PART, WOULD PROVIDE THAT
THE COMMISSION SHOULD NOT ADOPT DISCLOSURE REQUIREMENTS WHICH
HAVE AS THEIR PRINCIPAL OBJECTIVE THE REGULATION OF CORPORATE
coNpucT. THE COMMISSION CAREFULLY CONSIDERED THE RECOMMENDA-
TION, BUT ANNOUNCED THAT IT DOES NOT BELIEVE THAT THE BENEFITS
TO BE DERIVED FROM SUCH A STATEMENT WOULD, ON BALANCE, OUTWEIGH
THE DIFFICULTIES WHICH IT MIGHT CREATE. THE COMMISSION WAS
CONCERNED THAT IT COULD BECOME INVOLVED IN UNFRUITFUL
ARGUMENTS, AND EVEN LITIGATION, AS TO WHETHER ITS RESPONSE
TO A PARTICULAR SITUATION WAS CONSISTENT WITH THE STATEMENT
OF OBJECTIVES. [T NOTED THAT --

R
B ohE EcunTr1o8 ann Exchanez Commrsgion, S15-10°Ca835:
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THE BASIC OBJECTIVE OF THE DISCLOSURE REQUIREMENTS

IS TO INCREASE INVESTOR CONFIDENCE AND TO MAKE THE

SECURITIES MARKETS MORE EFFICIENT AND AS FAIR AND

HONEST AS POSSIBLE. ANY ENDEAVOR TO DEFINE THESE

OBJECTIVES MORE PRECISELY WOULD NOT BE BENEFICIAL

SINCE THE DISCLOSURE REQUIREMENTS NECESSARILY MUST

BE DYNAMIC TO MEET THE EVER CHANGING ENV% ONMENT IN

WHICH THE SECURITIES MARKETS OPERATE. 15

OF COURSE, ANY DISCUSSION OF WHETHER THE COMMISSION
SHOULD LIMIT ITS REQUIREMENTS TO THE DISCLOSURE OF MATERIAL
INFORMATION CANNOT BE DIVORCED FROM AN ANALYSIS OF THE
CONCEPT OF MATERIALITY, ITSELF, TWO DECISIONS INVOLVING
COMMISSION ENFORCEMENT ACTIONS CHARGING THE FAILURE TO
DISCLOSE MATERIAL INFORMATION REGARDING MANAGEMENT'S
INTEGRITY ARE INSTRUCTIVE.,

THE KALVEX DECISION STEMMED FROM CROSS-MOTIONS FOR
SUMMARY JUDGMENT AND RESULTED IN AN INJUNCTION AGAINST A
DEFENDANT, ROBERT INGIS, WHO HAD COMTEMPORANEQUSLY SERVED AS
KALVEX's DIRECTOR, EXEcUTIVE VICE-PRESIDENT AND CHIEF
OPERATIONAL OFFICER. THE COURT FOUND THAT A PROXY STATEMENT
DID NOT DISCLOSE CERTAIN FACTS WHICH, IN THE COURT'S WORDS,
“MIGHT HAVE LED A REASONABLE STOCKHOLDER TO QUESTION THE
INTEGRITY OF INGIS AND HIS ABILITY TO DISCHARGE HIS FIDUCIARY
OBLIGATIONS.” 14/ THESE UNDISCLOSED FACTS WERE THAT INGIS
ENGAGED IN A SCHEME TO SECRETLY FUNNEL KICKBACK MONEY TO
HIM FROM A KALVEX SUPPLIER THROUGH A DUMMY CORPORATION; AND
THAT HE SIPHONED OFF CORPORATE FUNDS TO HIS PERSONAL USE BY

SUBMITTING EXPENSE VOUCHERS UNRELATED TO ANY CORPORATE PURPOSE.

13/ SecuriTies Act ReLease 5906 (FeBruary 15, 1978).
14/ S.E.C, v. KaLvex Inc., 425 Suep, 310 (S.D.N.Y. 1975).
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THE COURT FOUND THIS OMITTED INFORMATION MATERIAL, NOTING
THAT “/Q/NE DOES NOT ELECT AS A DIRECTOR AN INDIVIDUAL WHO
IS USING THE CORPORATION HE REPRESENTS FOR PERSONAL GAIN.” 15/

IN THE SCHLITZ cASE, 16/ DEFENDANT'S MOTION TO DISMISS
THE COMMISSION'S ACTION, WHICH ALLEGED NON-DISCLOSURE OF
POTENTIALLY CRIMINAL MARKETING PRACTICES, WAS DENIED, IN
PART, THE COMMISSION'S CASE WAS BASED ON A MANAGEMENT
INTEGRITY THEORY, ALTHOUGH THE COMPLAINT MADE NO REFERENCE
TO INDIVIDUAL DIRECTORS. THE COURT AGREED WITH THE COMMISSION
THAT “THE QUESTION OF THE INTEGRITY OF MANAGEMENT GIVES
MATERIALITY TO THE MATTERS THE COMMISSION CLAIMS SHOULD HAVE
BEEN DISCLOSED.” 17/

IN NEITHER OF THESE DECISIONS WAS ANY TEST MADE OF THE
ECONOMIC CONSEQUENCES OF THE ILLEGAL TRANSACTIONS RELATED TO
THE MANAGEMENT INTEGRITY ISSUE, EVEN THOUGH IN SCHLITZ THESE
CONSEQUENCES WERE DISCUSSED IN CONNECTION WITH OTHER DISCLOSURE
THEORIES.

As You PROBABLY KNOW, IN THE TEXAS GULF SULPHUR CASE, 18/
WHICH INVOLVED THE SECURITIES MARKETPLACE, THE SECOND CIRCUIT
HELD THAT A MATERIAL FACT IS ONE WHICH IS LIKELY TO AFFECT

15/ Ip.

16/ S.E.C. v, Josepy ScHL1Tz BREwING CoMPANY, 457 F.Supp.824
(E.D. Wisc. 1978).

17/ Ibp, AT 830.

18/ C. v, G 401 F,2p 833 (2p CIR.
, g CERT. DENIED SUB NOM. OATE V. SEC 394 (.S, 976



13,

THE MARKET PRICE OF ANY OF THE COMPANY'S SECURITIES OR IS
LIKELY TO BE CONSIDERED IMPORTANT BY REASONABLE INVESTORS,
INCLUDING. SPECULATIVE INVESTORS, IN.DETERMINING WHETHER TO
TRADE IN SUCH SECURITIES. ON THE OTHER HAND, IN JSC
INDUSTRIES, 19/ WHICH INVOLVED THE SOLICITATION OF PROXIES,
THE SUPREME COURT HELD A FACT TO BE MATERIAL IF THERE IS A
SUBSTANTIAL LIKELIHOOD THAT A REASONABLE SHAREHOLDER WOULD
CONSIDER IT IMPORTANT IN DECIDING HOW TO VOTE. THE RELATION
OF THESE TWO CASES IS UNCLEAR. THE CoMMIsSION’S ADVISORY
ComMITTEE ON CORPROATE DISCLOSURE COULD NOT AGREE WHETHER
THE MATERIALITY STANDARD IS NOW THE SAME UNDER THE ANTIFRAUD
AND THE PROXY PROVISIONS., INTERESTINGLY, THE COURT IN THE
ScHLITZ cASE cITED BOTH ISC AND TEXAS GULF SULPHUR IN
DETERMINING THAT A REASONABLE PERSON WOULD ATTACH IMPORTANCE
TO THE QUESTIONABLE TRANSACTIONS IN MAKING INVESTMENT
DECISIONS REGARDING SCHLITZ SECURITIES.

Now I WISH TO EXTEND THIS SOMEWHAT ABSTRACT DISCUSSION
ON MANAGEMENT INTEGRITY AND ITS MATERIALITY TO INVESTORS
AND SHAREHOLDERS TO THE COMMISSION’S CURRENT WORK. IN
PARTICULAR, [ WILL REFER TO THREE OF THE MOST SIGNIFICANT--
AND CONTROVERSIAL--OF THE COMMISSION’'S ONGOING PROGRAMS:
CORPORATE GOVERNANCE, MANAGEMENT REMUNERATION, AND QUESTION-
ABLE PAYMENTS. [ BELIEVE IT IS IMPORTANT FOR THE COMMISSION
AND PERSONS REGULATED BY THE COMMISSION TO AGREE ON HOW AND

19/ TSC InpusTrIES V. NomrTHwAY, Inc., 426 U.S. 438 (1976).
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UNDER WHAT CIRCUMSTANCES MANAGEMENT INTEGRITY IS MATERIAL
UNDER THE SECURITIES LAWS BECAUSE INTEGRITY CAN BE AN
AMORPHOUS AND MORALISTIC CONCEPT. FEDERAL REGULATION,
HOWEVER, UNDER OUR CONSTITUTIONAL SYSTEM, MUST MEET
OBJECTIVE LEGAL STANDARDS TO BE VALID AND ENFORCEABLE.

THE CoMMISSION HAS UNDERTAKEN A COMPREHENSIVE EXAMINATION
OF THE ISSUES PERTAINING TO HOW CORPORATE AMERICA IS GOVERNED,
IN SEVERAL AREAS, THE COMMISSION PROPOSED DISCLOSURES REGARDING,
AMONG OTHER THINGS, MANAGEMENT INTEGRITY -- THAT IS, AS I
DISCUSSED EARLIER, MANAGEMENT'S WILLINGNESS TO PLACE ITS
DUTY TO PUBLIC SHAREHOLDERS OVER PERSONAL INTEREST. THESE
AREAS INCLUDE THE CORPORATE BOARD'S COMPOSITION AND INDE-
PENDENCE FROM MANAGEMENT, THE EXISTENCE OF CERTAIN KEY
COMMITTEES, BOARD AND COMMITTEE ATTENDANCE, AND INFORMATION
THAT WOULD BE REQUIRED WHEN A DIRECTOR RESIGNS OR DECLINES
TO STAND FOR RE-ELECTION BECAUSE OF A DISAGREEMENT CONCERNING
THE ISSUER'S OPERATIONS, POLICIES OR PRACTICES. WHILE THESE
DISCLOSURES WOULD NOT DIRECTLY SHOW WHETHER MANAGEMENT IS
SATISFYING ITS OBLIGATIONS OF LOYALTY, THEY COULD PROVIDE
STRUCTURAL INFORMATION UPON WHICH INVESTORS AND SHAREHOLDERS
COULD DETERMINE THE INSTITUTIONAL CHECKS AND BALANCES
AVAILABLE TO MONITOR MANAGEMENT'S FIDELITY TO SHAREHOLDERS:

SINCE THESE RULE PROPOSALS ARE PART OF AN ONGOING
RULEMAKING PROCEEDING, IT WOULD BE INAPPROPRIATE FOR ME TO
DISCUSS IN ANY DETAIL THEIR MERITS TODAY,
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HowevER, 1 WOULD LIKE TO DRAW A DISTINCTION BETWEEN THE
COMMISSION’S AUTHORITY TO REQUIRE DISCLOSURES WHICH RELATE TO
MANAGEMENT INTEGRITY AND THE EFFICIENT FUNCTIONING OF A
CORPORATION IN THE BEST INTERESTS OF SHARHOLDERS AND ANY
EFFORT BY THE COMMISSION TO CHANGE OR MANDATE CORPORATE
BOARD OR COMMITTEE STRUCTURE. IN MY OPINION, COMPELLING A
PARTICULAR COMPOSITION FOR DIRECTORS' COMMITTEES GOES
BEYOND DISCLOSURE REQUIREMENTS OR EVEN THE REGULATORY
CONSEQUENCES OF DISCLOSURE. RATHER, | BELIEVE THAT POSITION
WOULD REPRESENT A DIRECT REGULATION OF THE CORPORATE SECTOR
WHICH WOULD REQUIRE A SPECIFIC LEGISLATIVE AUTHORIZATION.

ON THE OTHER HAND, THE COMMISSION'S PRONOUNCEMENTS
ON MANAGEMENT REMUNERATION, INCLUDING UNDISCLOSED MANAGEMENT
PERQUISITES, REPRESENT AN AREA SQUARELY WITHIN THE CoMMISSION'S
JURISDICTION, I BELIEVE THAT SHAREHOLDERS REASONABLY HAVE
AN EXPECTATION THAT MANAGEMENT WILL DEAL OPENLY WITH THE
CORPORATION, INHERENT IN THIS CONCEPT IS THE IDEA THAT
MANAGEMENT WILL NOT ACT TO THE DISADVANTAGE OF PUBLIC
INVESTORS BY DECEITFULLY EXTRACTING PERSONAL GAINS FROM
CORPORATE ASSETS. By DECEITFULLY, | MEAN WITHOUT PROPER
DISCLOSURE TO THE PERSONS TO WHOM MANAGEMENT HAS A DUTY
OF LOYALTY.
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THE RELATION OF QUESTIONABLE CORPORATE PAYMENTS TO
MANAGEMENT'S INTEGRITY IS A SOMEWHAT DIFFERENT MATTER. THE
THRESHOLD QUESTION, IN DECIDING WHETHER MANAGEMENT'S INTEGRITY
HAS BEEN COMPROMISED, IS DETERMINING WHETHER MANAGEMENT
THEREBY PLACED ITS OWN INTEREST ABOVE ITS DUTY TO PUBLIC
SHAREHOLDERS IN MAKING THE PAYMENTS. [0 CITE PROFESSOR
WALTER WERNER'S EXAMPLE, 20/ wHEN GuLF O1L CORPORATION MADE
PAYMENT TO REPRESENTATIVES OF FOREIGN GOVERNMENTS, ITS CHIEF
ExecuTivE OFFICER, WHO MADE THOSE PAYMENTS, RECEIVED NO
PERSONAL BENEFIT THEREFROM, RATHER, HE ACTED IN WHAT HE
THOUGHT TO BE THE BEST INTERESTS OF THE COMPANY AND ITS
STOCKHOLDERS, AND HE PERSONALLY ASSUMED THE RISKS FOR THOSE
PAYMENTS., WAS HE ACTING DISLOYALLY TO HIS SHAREHOLDERS?

In 1974 THE Commission’s Division oF CORPORATION FINANCE
STATED ITS VIEW 21/ THAT THE CONVICTION OF A CORPORATION
AND/OR 1TS OFFICERS OR DIRECTORS FOR HAVING MADE CERTAIN
ILLEGAL CAMPAIGN CONTRIBUTIONS IS A MATERIAL FACT THAT
SHOULD BE DISCLOSED TO THE PUBLIC AND SPECIFICALLY TO
SHAREHOLDERS, PARTICULARLY IN THE CONTEXT OF A PROXY
STATEMENT WHERE SHAREHOLDERS ARE BEING ASKED TO VOTE FOR
MANAGEMENT, THE DIVISION BELIEVED THAT --

0/ WerNER, MANAGEMENT, Stock MARKET AND CORPORATE REFOQRM:
4 BERLE AND MeanNs ReconsiDerep, /7 Cor. L.R. 388 (5995)

21/ SecuriTies AcT ReLease No. 5466 (1974),
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SUCH A CONVICTION IS MATERIAL TO AN EVALUATION

OF THE INTEGRITY OF THE MANAGEMENT OF THE

CORPORATION AS IT RELATES TO THE OPERATION OF

THE CORPORATION AND THE USE OF CORPORATE FUNDS.

IT IS HARD TO ARGUE AGAINST A DUTY TO DISCLOSE A
CRIMINAL CONVICTION FOR A CRIME COMMITTED BY AN OFFICER OR
DIRECTOR IN THE COURSE OF A COMPANY'S BUSINESS. NEVERTHELESS,
I AM TROUBLED BY THE SOMETIMES ARTICULATED THEORY THAT ANY
ILLEGAL ACT BY MANAGEMENT IS NECESSARILY MATERIAL TO AN
EVALUATION OF THAT MANAGEMENT'S INTEGRITY, AND THEREFORE THE
FAILURE TO DISCLOSE SUCH INFORMATION VIOLATES THE ANTI-FRAUD
PROVISIONS, IN PARTICULAR, | AM TROUBLED BY THE NOTION THAT
THE SEC SHOULD BE GENERALLY INVESTIGATING SUSPECTED VIOLATIONS
OF FEDERAL OR STATE LAWS OTHER THAN THE SECURITIES LAWS IN
ORDER TO COMPEL DISCLOSURE BY MANAGEMENT OF SUCH OTHER
VIOLATIONS, Now THAT, OF COURSE, DOES NOT CONSTITUTE AN
ACCEPTANCE OF CORPORATE CRIME AS A WAY OF BUSINESS. BuT
CORPORATIONS ARE SUBJECT TO A MYRIAD OF FEDERAL AND
STATE LAWS, MANY OF WHICH ARE KNOWN TO BE HONORED IN THEIR
BREACH. IF THE SEC couLD INVESTIGATE AND COMPEL DISCLOSURE
OF ANY BUSINESS CRIME UNDER A MANAGEMENT INTEGRITY THEORY,

THE COMMISSION COULD WELL HAVE LICENSE TO PROSECUTE ANY PUBLIC
CORPORATION IN AMERICA. | BELIEVE THAT KIND OF LAXITY IN THE
LEGAL STANDARDS BY WHICH CORPORATE CONDUCT IS MEASURED

WOULD BE VERY BAD GOVERNMENT,
[ SHOULD STRESS, HOWEVER, THAT MY RESERVATIONS ABOUT

THE MATERIALITY UNDER THE ANTI-FRAUD PROVISIONS OF CONDUCT
INDICATING A LACK OF MANAGEMENT INTEGRITY, DOES NOT MEAN THAT
[ QUESTION WHETHER CERTAIN FORMS OF ILLEGAL BEHAVIOR SHOULD

BE DISCLOSED UNDER OTHER THEORIES.
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FOR EXAMPLE, A CORPORATION WHOSE VITALITY IS BASED ON
SURREPTITOUS PAYMENTS TO PARTICULAR INDIVIDUALS MAY BE
EXPERIENCING COMMENSURATE BUSINESS RISKS THAT MUST BE
DISCLOSED. OR, A CORPORATION MAINTAINING SUBSTANTIAL
UNDISCLOSED OFF-BOOK ACCOUNTS OR SUBSIDIARIES TO FUND THESE
PAYMENTS MAY NOT BE PRESENTING ITS INVESTORS WITH ACCURATE
FINANCIALS. FURTHER, THE ENACTMENT OF THE FOREIGN CORRUPT
PRACTICES ACT HAS MADE MORE COMPLEX THE QUESTION OF WHETHER
QUESTIONABLE PAYMENTS REFLECT ON MANAGEMENT'S INTEGRITY SO
THAT FAILURE TO DISCLOSE SUCH PAYMENTS IS A MATERIAL
OMISSION UNDER THE ANTI-FRAUD PROVISIONS OF THE SECURITIES
ACT.

MOREOVER, QUESTIONS ABOUT THE MATERIALITY UNDER THE
SECURITIES LAWS OF ILLEGAL MANAGEMENT CONDUCT ARE
NOT EASILY ANSWERED. WHILE [ BELIEVE THAT THE FEDERAL
SECURITIES LAWS ARE INTENDED TO PROTECT INVESTORS
AGAINST NONDISCLOSED OVERREACHING BY CORPORATE MANAGEMENT,
I AM NOT CERTAIN THAT THOSE LAWS -- OR THE COMMISSION THAT
ADMINISTERS THEM -- SHOULD BE USED TO PROTECT SOCIETY AGAINST
GENERAL MISCONDUCT BY CORPORATE MANAGEMENT. CONSEQUENTLY,
I WOULD DISCARD THE SIMPLEST POSSIBLE MANAGEMENT FRAUD
STANDARD: THE THEORY THAT ANY KNOWING ILLEGAL ACTION BY
MANAGEMENT CONSTITUTES MANAGEMENT FRAUD. IN CONTRAST, I
BELIEVE THAT DEFINING MANAGEMENT INTEGRITY IN TERMS OF ITS,
LOYALTY TO PUBLIC INVESTORS IS JUDICIALLY ADMINISTERABLE,
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EFFECTIVELY PROTECTS THE INTERESTS OF THOSE INVESTORS,
AND 1S SQUARELY WITHIN THE COMMISSION’'S STATUTORY MANDATE,
ALTHOUGH THIS STANDARD MAY NOT BE SUFFICIENT AS AN
EXCLUSIVE STANDARD FOR MANAGEMENT FRAUD, [ BELIEVE THAT
THIS STANDARD WOULD ENCOURAGE THE PUBLIC CONFIDENCE NEEDED
TO MAINTAIN THE VITALITY OF THE CAPITAL MARKETS.

WHEN THE PUBLIC INVESTOR THINKS IN TERMS OF MANAGEMENT
INTEGRITY HE THINKS IN TERMS OF MANAGEMENT LOYALTY, HE
WANTS AND EXPECTS HIS HARD-EARNED CAPITAL TO INCREASE, NOT
TO BE SIPHONED OFF BY DISLOYAL MANAGERS INTO A SWISS BANK
ACCOUNT. HE DOES NOT WANT TO FEEL “TAKEN,” WHICH IS PERHAPS
A COLLOQUIAL WAY OF EXPRESSING THE PROHIBITIONS OF THE ANTI-
FRAUD PROVISIONS OF THE SECURITIES LAWS. THIS PRIMARY
CONCERN OF INVESTORS AND SHAREHOLDERS SHOULD ALSO BE THE
CoMMISSION’'S PRIMARY CONCERN,

MANAGEMENT INTEGRITY IS ALSO A NATIONAL CONCERN.,

ABSENT CONFIDENCE THAT BUSINESS MANAGEMENT WILL BE LOYAL TO
THE INTERESTS OF INVESTORS, THE CAPITAL INVESTMENT THAT IS
NEEDED TO KEEP AMERICA COMPETITIVE IN THE WORLD MARKETPLACE
WILL NOT BE FORTHCOMING. [HIS BOTTOM LINE REACTION --THE
“STRIKE OF CAPITAL"” WHICH MEANS LOSS OF PUBLIC CONFIDENCE --
IS THE INVESTING PUBLIC'S COMMON SENSE RECOGNITION OF
FRANKFURTER'S PRINCIPLE THAT --

IN THE LAST ANALYZé} BUSINESS, LIKE GOVERNMENT,
DEPENDS ON MEN.

22/ FRANKFURTER, SUPRA, AT 106,



